BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of
SI LVER GATE BUI LDING AND LOAN ASSQOCI ATI ON

Appear ances:

For Appel | ant: Thomas G, Cross, Certified Public
Account ant

For Respondent: A Ben Jacobson, Associate Tax
Counsel

OPLNLON
_ This appeal by Silver Gate Building and Loan Associatjon
IS made pursuant to Section 25667 of the Revenue and Taxation
Code from the action of the Franchise Tax Board in denying
Its protests to proposed assessnents of additional franchrse
tax In the anounts of $304.77 and $4,91.68 for the income years
1951 and 1952, respectively,

. The sole issue in this appeal is the propriety of the

di sal | onance by the Franchise Tax Board of deductions clained
by Appellant for bad debt expense on a reserve basis for the
years in question.

Appel I ant has, been doi ng business as a building and | oan
association in California since 1890 and for nan¥ years has
mai ntained Loan Reserve accounts as required by this State's
Bui | ding and Loan Association Act and by the Federal Savings
and Loan Insurance Corporation. Up to and including the
yeasinquestion it did not maintain a separate reserve
account for bad debts. Commencing in 1950 and continuin
throught he years in question, it claimed deductions forbad
debts on its franchise tax returns in annual amounts approxi-
mately equal to ,002 of its outstanding |oans. The ampunts of
the clainmed deductions were credited on its books to the Loan

"Reserve account, in addition to the anpunts required by the
State act and Federal agency mentioned above. Appellant has
had no actual bad debts Tromthe date of incorporation to and
including the years here involved. In 1955 Appellant for the
first time requested and received from the Franchise Tax Board
permission to deduct for bad debts on the reserve method.

~Section 24348 of the Revenue and Taxation Code (formerly

Section 24121f of the Code and Section 8(e) of the Bank and
Corporation Franchise Tax Act) allows a deduction for bad
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debts ",..or, in the discretion of the Franchise Tax Board, a
reasonabl e addition to a reserve for bad debts."

Prior to 1943 the Franchise Tax Conm ssioner, the pre-
decessor of the Franchise Tax Board, did not allow building
and | oan associations to use the reserve nethod for the -
deduction of bad debts. In 1943, the Conmissioner notified
the California Savings and Loan League by letter that, subject
to certain conditions, bU|Id|n? and | oan” and savings and |oan
associ ations would be allowed to use the reserve method (see

eal of Huntington Park Savings and Loan Association, decided
y . r 1 . The, substance of this
letter was incorporated in an unpublished office ruling in
1943 as fol | ows:

~ "Beginning with the taxable year 1943
(income year 1942), an association may el ect
to claimannually a deduction for bad debts
inits return on a reserve basis, such de-
duction to be equivalent to ,002 of its
outstanding | oan accounts at the end of each
i ncone year providing it files with the Com
m ssioner (Wthin a reasonable period from
2/26/43) a statement setting forth that it
has elected to use the 'reserve nethod! for
future years. Once the election has been
made it becones bhinding for all subsequent
years unless permssion is requested and
granted by the Commi ssioner to change to the
actual bad debt wite-off method."

_ On June 28, 1952, the Franchise Tax Board issued regul a-
tions which were incorporated in the California Admnistrative
Code. They provide in part that a taxpayer may elect either
the reserve or the specific charge off method in his first
return, subject to aﬁproval by the Franchise Tax Board, and
that perm ssion of the Franchise Tax Board nust be requested
before a change in nethod is adopted, They also provide that
a taxpayer who has established the reserve nethod and main-
tai ned proper reserve accounts may deduct a reasonable _
addition to the reserve. (TitJe 18 California Adm nistrative
Code, Sections 24121f(1) and 24121f{4)).

The Franchise Tax Board disallowed the deductions for 1951
and 1952, the earliest years then open. Its position is that
Appellant did not elect to adopt the reserve method in accord-
ance with the ruling, the regulations or other instructions and
did not maintain a proper bad debt reserve account. It argues
that no abuse of it's discretion has been shown. Appellant
contends that although it failed to take deductions for years
prior to 1950, it has always been on the reserve nethod
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because it maintained a |oan Reserve Account, and that it
made no change in 1950, or the year in_question, requiring
the advance approval of the Franchise Tax Board.

W are not prepared to say that the maintenance of a
statutory loan reserve account proves that Appellant was using
the reserve method of treating bad debts. To the contrary,
there is nothing in the maintenance of the |oan reserve account
to prevent a deduction on the basis of actual bad debts.

Appel | ant al so argues that it is not bound by the require-
ments of an unpublished office ruling, but it admts that it
bePan to claimthe deductions only after it |earned of the
ruling in 1950. Wile the ruling” was not aptly phrased for
aﬁpllcatlon in 1950, in that it Tequired the election to use
the reserve basis to be made within a reasonable tinme after
February 26, 1943, it did place the Appellant on notice of the
need to inform the Franchise Tax Board of the taxpayer's
election. Ordinary prudence would seemto dictate that further
inquiry be made or that a statement of election be filed.

Moreover, for the years 1950 through 1952, special in-
structions for the preparation of returns furnished to building
and |oan associations contained the follow ng |anguage:

nBaD DEBT DEDUCTION.  Associations which claim
a reserve for bad debts, in_accordance with in-
structions which have been 1ssued, are required
T0 conplete schedule G on tne return form A
bad debt |osses sustained from acquisition of
Bropertles or for other reasons are required to
e charged to the reserve.

~ Associations which have not obtained per-
mssion to use the reserve nethod are required
{0 crarm deduction for losses in the year in
which such losses occurred." (Enphasis-added.)

The Legislature by its enactment of Section 24348 of the
Code has made the deduction of a reasonable addition to a re-
serve for bad debts subject to the discretion of the Franchise
Tax Board. Unless the disallowance by the Franchise Tax Board
of the deduction claimed by Appellant” was arbitrary and
capricious, constituting a’clear abuse of the discretion vested
in that Board, its action nust be sustained. No such abuse of
discretion has been denpnstrated. In many years of operation
Appel | ant has suffered no bad debt |osses, it did not, prior to
or durln% the years in question, maintain a separate reserve
for bad debts and, finally, it had anple notice that the use of

Eucﬁja reserve was subject to approval by the Franchise Tax
oar d.
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ORDER

Pursuant to the views expressed in the Qpinion of the
tBﬁard]c on file in this proceeding, and good cause appearing
erefor,

I T IS HzrEBY ORDERED, ADJUDGED AND DECREED, pursuant to
Section 25667 of the Revenue and Taxation Code, that the
action of the Franchise Tax Board on the protest of Silver
(at e Building and Loan Association to proposed assessnents of
$304. 77 and ?.m 1,68 for the inconme years 1951 and 1952,
respectively, be and the same is héreby sustained.

Done at Sacramento, Califacnia this 19th day of August,
1957, by the State Board of Equalization,

Robert E. McDavid , Chairman
George R Reilly , Menber.
J. H Quinn , Menber
Member
, Member
ATTEST: Dixwell L. Pierce , Secretary
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